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CHAPTER7
STOCK VALUATION
Sources of financing: s Jagadll jalaa

1. Debt
2. Equity 4kl Ggas

a. Preferred stock & lics agud

b. Common stock Ao agd

Common

Stockholders
Al agu) dles

Preferred
Stockholders

Bondholders
u 5 Jlaall agudy) dlas

Voice in

FINANCE 2

management No voting right No voting right Voting Right
5 N b gl 3 Gy gpatlll Ga Sl ¥ | Cysaill Ga GSla Y | Gy patll Ga oSl
DIEP AR R >
‘ Maturity Specific Maturity No maturity No maturity
olaatuy) & B ddaa (glaatil - B olaaiul & BERSEY Slaaiul & BERSENY
Claim on assets
and income First Claim Second Claim Last claim
Jpa¥l A Gall s AUl 4l AUl 5 paY) Adtad)
Q\J\)ﬁ}’\}
Tax detectable Not tax Not tax
Tax detectable (Interest) detectable detectable
enall aaill i RPCRNORIRRT aadll B8 e paall LG e
(201 4l o2 pall ot pall
Common stocks: 1Al agady)

« Equity (ownership).

« Have specific par value.
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(Par Value) sa3ss el 4ad gl
« Receive dividends only when declared.
Ledle) vie L de gl #LY) e Llaaal Jeany o
« Residual owners.
(Residual Owners).csiie € ¢y 0t o

« Have preemptive right that protects common stockholders from
dilution of ownership. The corporation gives them the right to
purchase stock at a price lower than the market to maintain
ownership percentage.

¢ (Dilution)aSlal Casss e agaeny 53 (Preemptive Right) L5591 Gaagd o
peiiSle A o Bliall 3 gl o J8 aa 3308 ]) g o) 8 Ga AS 8N agaidi Cua

TYPES OF OFFERINGS: gkl gl

1. Private placement: selling stocks for specific group of people —
privately held corporation.

oalAEY) (e Baass e ganal agu) an (Private Placement): u=lall 7 kil ]
(Privately Held Corporation).iala a8 )i &

2. Public offering: selling stocks for the general public — publicly held
corporation.

dale 45,8 € ) seanl) ddlal a1 2w (Public Offering): sl 7 )kl 2
(Publicly Held Corporation).

Authorized Vs Outstanding and Issued shares:
Al ghaiall g 3 jhaall agal) Jilia Wga 7 naall agud)

« Authorized shares: maximum number of shares the corporation can
issue.
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Al aokiind i) agal) 22e] afY) 2all (Authorized Shares): & 7 sadll agull o

o lIssued shares: shares of common stock that have been put in
circulation (outstanding shares + treasury stock).

A glaiall agu) Jaii) Led gl 5 W jlacal a3 Al agl) (Issued Shares): s uadl agull o
(Al aend +
o Outstanding shares: issued shares held by investors.
8 (e 4S8 sladll 5 3 jaadll aeud) (Outstanding Shares): A shxidl agul¥l o
o Treasury stock: issued shares repurchased by the firm.

el b cle o5 4,81 s jaal il agud) (Treasury Stock): duall agd o

Example (Page 321 - Golden Enterprises):

Common stock — $0.8 par value
Authorized 35,000,000 shares; issued 15,000,000 shares

0.8$ dranY) daill €& dpalall agusV
ae= 15,000,000 = 5_2asll agusl) sagas 35,000,000 = Lo 7 padll agus)

15,000,000 x $0.8 = $12,000,000

Paid in capital in excess of par “Auwwy! dadll 34 ¢ dadl Jll Ll )" = $63,000,000
Retained earnings " jisdl 7L ,¥1" = $31,000,000

Total = $106,000,000

Less: Treasury stock "iujall agul :u<il"= $4,000,000 (1,000,000 shares)
Total stockholders’ equity "omabudll 358a Jeal"= $102,000,000

How many additional shares can Golden sell without gaining approval from
shareholders?

9 et lnall 488 50 ) 53 W laca) 48 il Sy Al Al agull ae oS 2l sl
Answer: (35,000,000 — 15,000,000) + 1,000,000 = 21,000,000 shares
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Preferred stocks: 5 liaall ageadd)
« Receive fixed dividends.
Al de Hse bl o lplaal duany
« Preferred stock with par / no par.
Apansd Aad (5 ol Apand Aad i3 5 Jlaal) aguYl S8
 Dividends: A el ZLY
o Fixed amount (e.g., $5 per share).
(DGeal) aguall $5 1JEe) il s o
o Fixed percentage of par value (e.g., 2% x $100 = $2 dividend).
()55 28 =100$ % 2% 1dUe) an¥) Aaill e dilB A o

Features of Preferred Stock: 18 jliaall agall! ) Adlaal) ) juall
1. Conversion feature: right to convert preferred into common stock.
Agale agnd Al aty 3al) lieal) agd) calia s (Conversion): dassill 3 5ue 1

2. Callable feature: issuer can repurchase shares at a specific
price/time.

s B33aa At 3558 DA a6y alels 48,80 mas (Callable): sleind) s 5 2
3. Cumulative / non-cumulative: RN RV R U IR 3 TV

o Cumulative: holder receives unpaid past dividends before
common stockholders.

@osi d8 Blade gadl e 7LV e o Jlieall peud) Cialia duany S 5
Aokl (sg_u;\ﬂ e CL.UT Lﬁ‘

o Non-cumulative: past unpaid dividends are not accumulated.

Ao ol e FLOYI Syl Y S 5 e o
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Process to go public (IPO):
IPO):aladl liisy) (dale 48 ) Jail dlas
IPO = Initial Public Offering = first sale of stock.
A, aged aniidee J5f g5 o ISVl 2 WI=IPO W

« Requires SEC approval.

o Prospectus: legal document describing the company.
el Lgramm 55 LS lal 5 A4S, Caat 40 58 435 5 (Prospectus): sl o
« Preliminary prospectus (red herring) may be issued before approval.
A3 el e Jseanll Jid g 558 35 (Red Herring) sl s, o
o Stocks are sold via investment bankers/underwriters.

(Underwriters). i€yl «ilS )& ol 4y jaiin¥) & gill JA e aea) au oy o

Agreements: TEEY) ¢ ) sl
1. Best effort: banker sells stock for commission (with selling group).
Ao gana sacluy 38) W gee Jilie agul) o il o 8 (Best Effort): s duadl 48l
(&

2. Underwriting: banker buys stock from issuer and resells
(underwriting syndicate may share risk).

leram & = hall jrw 4,81 (e gl il (5 5is (Underwriting): leca 48l 2
(blaal) a5l S) alas) o jidy o8) G ddse s (o peisall

Spread (profit) = selling price — offering price.
Rl rw = ) rs = (M) Gl
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Efficient Market Hypothesis (EMH): s 8K (5 geud) duca B
1. Securities are in equilibrium.
O Al AAIW G, T
2. Prices reflect all available information.
Aalia) e glaall pran (u€ad AW 315V el 2
3. No mispriced securities (no under/overvaluation).

(e Q5 Y 5 a8 Aadlia W) (A S 5 jrae Alle sl 225 Y3

Common stock valuation: 1 Ald) agul) anid
« Price =) PV of expected cash flows (dividends).
(Ao sal) 2L Y1) dad gidl) Aol cavill (PV) Al Al ¢ gene = padl o
o Zero growth model: assumes dividends remain fixed.

Al de 5al 2L Y o a4y (Zero Growth Model): ¢ sall saill z3sai o

Formula 4ilxdl: Py = By

r

Variable growth model: s oddall galll zdgal

« Allows dividend growth rate to change.
el e Ao ) LY sai Jane s ey
Example page 335:
Dyp15 = Dy = $1.5.
Year (2016,2017,2018) > g, = 10%
And from the end of year 2018 to infinity “©”, g, = 5%
r = 15%.

Pyo15 2> Py =7
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Solution: :Jall
D=15 D=1.815
2015 2017 [0'e)
2016 2018 | o)
D=1.65 D=2

D316 = D3p15* (1+ g)

D3017 = D3016 (1 + 9g)

D301 = D017 (1 + 9g)
D2018 = 182 (1 + 01) == $2

Why did we stop at 2018? Because the growth rate was constant from
2015- 2018 (g1=10%). And from 2019> (g,=5%) growing perpetuity. ((we
have different growth rate)).

Fv

‘ Year PV= (1+1)n
2016 165 = =143
2017 | 182 *gions = 137
2018 2| Groae = 132

Y. PV of dividends (2016>2018) = 1.43+1.37+1.32=4.12

Dy019  Dyo1g* (14+g2)  2x(1+0.05)
r—g, r—g> ~0.15-0.05
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PV o
Py1s =Py = a+rn + PV of dividends (2016 —2018)
= 21 +4.12 = $17.93
(140153 7 TT
Free cash flow valuation model: 18 ad) 408l il andl 3 gal

o Free cash flow = cash available to creditors and stockholders.

Opadliall 5 cplall AUl SEall = sl goddl) sixl)

Ve = Vg + V, + Vq

o V.:value of company  JSSAS,dll dad

o V;:value of common stock  aualall aeulll) 4o
o V,:value of preferred stock 3 edl e dasd
o V;:value of debt  (pall dad

« Why don't we use the balance sheet equation instead?
Because the balance sheet equation has book value (historical
value) while in this equation we calculate the market value.
A e Yy Ara gand) 430 Jual) Al ardied ¥ 1M
Aalrall 228 3 Laiy o(Aodq ) Aagl) 45 3000 Al o aaind dpe gandl 330 uall Alalaa oY
A geud) Aaglll Clny o 585

» This model determines the value of the entire company as the sum
of the PV of expected free cash flows.

« The discount rate used to calculate the PV of the expected cash
flows = Weighted average cost of capital (WACC). Given on the
question, but on the next chapter we will find it by ourself.

Example Page 337:

FCF (Free Cash Flows)
$400,000
$450,000
$520,000
$560,000
$600,000
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WACC = 9%
Vd= $3,100,000
Vp= $800,000
Number of Common stock outstanding = 300,000
Vs/ share=?
$400,000 $520,000 $600,000
2016 2018 ‘ 2020 00
¢ ¢ ¢ >
2017 2019 |
$450,000 $560,000
PV of FCF
e D $366,972
(1+0.09) '
S $378,788
(1+0.09)2 ’
AUOD $401,544
(1+0.09)3 '
SN $396,601
(1+ 0.09)% ’
e $389,959
(1+ 0.09)5 ’
Y'PV of FCF= $1,933,864
FCF2021 FCFZOZO * (1 + g) 600,000 * (1 + 003)
= = = = 1
2020 7 _ g r—g 0.09 — 0.03 $10,300,000
10,300,000

+ 1,933,864 = $8,628,157.3

Ve2015 = (14 0.09)5
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VCZOlS = VS + Vp + VD

8,628,157.3 = Vs +800,000 + 3,100,000
8,628,157.3 = Vs + 3,900,000
Vs = 8,628,157.3 — 3,900,000 = 4,728,157.3

FINANCE 2

Ve/Sh _ 4,728,157.3 §15.76
s/Share = =550 000~ O1>
Other approaches to stock valuation: ragad) Al g A Gk
1. Book value per share = =agudl 4 yidall Al

Total Assets — Total Liabilities — Preferred Stocks

Number of outstanding common shares

Example page 339:

Lamar company
Total assets = $6,000,000
Total liabilities and preferred stock= $4.5 million
Number of common stocks outstanding = 100,000
Book value per share=?

6,000,000 — 4,500,000 _

Book value per share = = $15

100,000

2. Liquidation value per share = Zagedl ddatll 4l

Market Value of Assets — Liabilities — Preferred Stocks

Number of outstanding common shares
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Example page 340:
Lamar company
Market value of assets = $5,250,000

Liquidation value per share =?

5,250,000 — 4,500,000
Liquidation value per share = =
100,000

3. P/E Multiple = P/E Multiples (price /Earnings multiples)> To
estimate the firm's share value, we have to multiply the firm's
expected EPS by P/E ratios of the industry.

price
P/E ratio =

= Type of Market ratios

Earnings per share (EPS)

EPS—>Earnings per share.
Example page 341:
Lamar company
Expected EPS (Earnings Per Share) =52.6
P/E Ratio =7
Value of the stock=?
Answer:

Value of the stock (price) = $2.6 « 7 = $18.2
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P7-13 Page351)

Common stock value: Variable growth Home Place Hotels, Inc,, is
entering into a 3-year remodeling and expansion project. The construction
will have a limiting effect on earnings during that time, but when it is
complete, it should allow the company to enjoy much improved growth in
earnings and dividends. Last year, the company paid a dividend of $3.40. It
expects zero growth in the next year. In years 2 and 3, 5% growth is
expected, and in year 4, 15% growth. In year 5 and thereafter, growth
should be a constant 10% per year. What is the maximum price per share
that an investor who requires a return of 14% should pay for Home Place
Hotels common stock?

Answer:
D; = $3.4 (zero growth)

Year 2 and year 3

g1 = 5%
Year 4
g, =15%
Year 5 ->
gs =10%
Givens:
r=14%
Required:
Py=7?
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Dividends

Dy * (1+ gy) = Dyyq
3.4 (1+0.05) =3.57

3.57 « (1 + 0.05) = 3.7485

3.75 * (1 + 0.15) = 4.3125

431 (1+0.1) = 4.741

3.4

1+ 0141 27825
3.57

1+o0142 ="
3.75

(1+0.1a3 223
4.31

1 +0.1a) 221

YPV of dividends = (2.9825 + 2.747 + 2.5311 + 2.5519) = 10.8125

Ds Dy(1+g) 431(1+0.1)

P, = = = $118.525
* r—g r—g 0.14 -0.1 $
P, = $118.525
118.53

= ¢+
7 (1+0.14)4
P, = $80.99 ~ $81

END OF THE CHAPTER
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